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SUBJECT: Enterprise Zone/Sales or Use Tax Credit/Qualified Property Includes
Agricultural Drain Water Treatnment Facilities

SUMVARY

Under the Bank and Corporation Law, this bill would revise the definition of
qgualified property for purposes of the enterprise zone sales or use tax credit to
include agricultural drain water treatnment facilities.

EFFECTI VE DATE

As a tax levy, this bill would apply to incone years beginning on or after
January 1, 1999.

LEG SLATI VE H STORY

AB 51, SB 84, AB 356 (1999); AB 3 (Stats. 1998, Ch. 1012), AB 2798 (Stats. 1998,
Ch. 323), AB 2809 (Stats. 1998, Ch. 1039); AB 69, AB 82, AB 638, AB 809, AB 1217
(Stats. 1997, Ch. 602), SB 200 (Stats. 1997, Ch. 609), SB 635, SB 965 (Stats.
1997, Ch. 603); AB 2456 (1996), AB 296 (Stats. 1996, Ch. 953), SB 715 (Stats.
1996, Ch. 952), SB 2023 (Stats. 1996, Ch. 955); SB 712 (Stats. 1995, Ch. 494); AB
2206 (Stats. 1994, Ch. 853), SB 1438 (Stats. 1994, Ch. 754), SB 1770 (Stats.

1994, Ch. 755).

PROGRAM HI STORY/ BACKGROUND

California has four types of econom c devel opnent areas that have simlar tax
i ncentives:

Ent erpri se Zones,

Local Agency MIlitary Base Recovery Areas (LAMBRA)
Targeted Tax Area (TTA), and

Manuf act uri ng Enhancenent Areas (MEA)

The follow ng table shows the incentives available to each of the economc
devel opnent areas.

Types of Incentives EZ LAVBRA TTA MVEA
Sal es or Use Tax Credit X X X
Hring Credit X X X X
Enpl oyee Wage Credit X
Busi ness Expense Deduction X X X
Net Interest Deduction X
Net Operating Loss X X X
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SPECI FI C FI NDI NGS

Under the Government Code, existing state |aw allows the governing body of a city
or county to apply for designation as an enterprise zone. Using specified
criteria, the Trade and Commrerce Agency (TCA) designates enterprise zones from
the applications received fromthe governing bodies. Enterprise zones are

desi gnated for 15 years (except enterprise zones neeting certain criteria may be
extended to 20 years), and TCA has designated each of the 39 enterprise zones

aut hori zed under existing law. \When an enterprise zone expires, TCAis

aut hori zed to designate another in its place.

Under the Personal Incone Tax Law and the Bank and Corporation Tax Law, existing
state | aw provides special tax incentives for taxpayers conducting business
activities within an enterprise zone. These incentives include a sales or use
tax credit, hiring credit, business expense deduction, special net operating |oss
treatnent, and net interest deduction. |In addition, a wage credit may be cl ai med
by specified enpl oyees of businesses operating within an enterprise zone. See
attachment A for a detailed discussion of each tax incentive.

The enterprise zone sales or use tax credit is allowed for an anmount equal to the
sal es or use taxes paid on the purchase of qualified property purchased for
exclusive use in an enterprise zone. Qualified property is defined as:
1. Machinery and nachinery parts used for
A. manufacturing, processing, conbining, or otherw se fabricating a product;
B. the production of renewabl e energy resources; or
C. air or water pollution control mechanisns.
2. Data processing and conmuni cati on equi pnent.
3. Mbdtion picture manufacturing equi pnent.

This bill, under the Bank and Corporation Tax Law, woul d revise the enterprise
zone sales or use tax credit definition of qualified property. The revision
woul d include “agricultural drain water treatnment facilities” within the
description of machi nery and machinery parts used for water pollution control
mechani sns.

Pol i cy Consi derati ons

This bill would provide a tax benefit for taxpayers filing under the Bank
and Corporation Tax Law that would not be provided to other simlarly
situated taxpayers that file under the Personal |Income Tax Law. Thus, this
bill would provide differing treatnment based solely on entity

cl assification.

| npl emrent ati on Consi der ati ons

This bill appears to create an anbiguity by including water treatnent
“facilities” in the type of water pollution control “mechanisns” that woul d
qualify for the credit. Specifically, it is unclear whether a “facility” is
the sane as or a type of “nechanism” This anbiguity |eaves uncl ear whether
the credit would be allowable only for machinery and machi nery parts used
for “mechanisnms” or for entire “facilities.”

Once this inplenmentation concern is resolved, inplenmenting this bill would
occur during the department’s normal annual system update.
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Depart nental Costs

If the bill is amended to resolve the inplenentation consideration addressed
in this analysis by clarifying the type of property to which the credit
woul d be extended, the departnent’s costs to adnminister the bill would be

m nor .

Tax Revenue Esti mate

Revenue | osses under the Bank and Corporation Tax Law are estimated to be
m nor (less than $500, 000) annually.

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

Tax Revenue Di scussion

The above estimate is based on information received fromvarious agriculture
contacts. They indicate that agricultural drain water treatnent facilities
woul d be primarily used by farners. They also indicate that because of the
| arge capital outlay for these treatnment facilities, few farners would
invest in these infrastructures. Al so many farners have | eased | and where
the investment incentive is likely to be marginal (indicating enterprise
zones). Less than one percent of enterprise zone use is attributed to the
agriculture industry.

POSI T1 ON

Pendi ng.
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ENTERPRI SE ZONE TAX | NCENTI VES
Sal es or Use Tax Credit

The enterprise zone sales or use tax credit is allowed for an anmount equal to the
sal es or use taxes paid on the purchase of qualified property purchased for
exclusive use in an enterprise zone. The anpbunt of the credit is limted to the
tax attributable to enterprise zone inconme. Qualified property is defined as:
1. Machi nery and machi nery parts used for
A. manufacturing, processing, conbining, or otherw se fabricating a product;
B. the production of renewabl e energy resources; or
C. air or water pollution control mechanisns.
2. Dat a processi ng and comuni cati on equi prent .
3. Mot i on picture manufacturing equi prent.

In addition, qualified property nust be purchased and placed in service before
the enterprise zone designation expires. The maxi mum val ue of property that may
be eligible for the enterprise zone sales or use tax credit is $1 mllion for

i ndi viduals and $20 million for corporations.

Hring Credit

A business located in an enterprise zone may reduce tax by a percentage of wages
paid to qualified enployees. A qualified enployee nmust be hired after the area
is designhated an enterprise zone and neet certain other criteria. At |least 90%
of the qualified enployee’s work nust be directly related to a trade or business
|l ocated in the enterprise zone and at |east 50% nust be perforned inside the
enterprise zone. The business may claimup to 50% of the wages paid to a
qual i fied enployee as a credit against tax inposed on enterprise zone incorne.
The credit is based on the | esser of the actual hourly wage paid or 150% of the
current mni mum hourly wage. The anpunt of the credit nust be reduced by any
other federal or state jobs tax credits, and the taxpayer’s deduction for

ordi nary and necessary trade or business expenses nust be reduced by the anount
of the hiring credit.

Busi ness Expense Deduction

A business located in an enterprise zone may el ect to deduct as a business
expense a specified amount of the cost of qualified property purchased for
exclusive use in the enterprise zone. The deduction is allowed in the taxable or
i ncone year in which the taxpayer places the qualified property in service. The
basis of the property nust be reduced by the anobunt of the deduction. The

maxi mum deduction for all qualified property is the | esser of 40% of the cost or
the foll ow ng:
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If the property was placed in service:

Mont hs after Maxi mum
Desi gnati on Deducti on
O0to 24 $40, 000
25 to 48 30, 000
48 and over 20, 000

Net Operating Loss Deduction

A business located in an enterprise zone may elect to carry over 100% of the
enterprise zone net operating |losses (NOLs) to deduct fromenterprise zone incone
of future years. The election nust be nade on the original return for the year
of the loss. The NOL carryover is determ ned by conputing the business | oss that
results from business activity in the enterprise zone.

Net | nterest Deduction

A deduction fromincone is allowed for the anount of net interest earned on |oans
made to a trade or business located in an enterprise zone. Net interest is
defined as the full amount of the interest |ess any direct expenses (e.g.,

comm ssion paid) incurred in making the | oan. The |oan nust be used solely for
busi ness activities within the enterprise zone, and the | ender may not have
equity or other ownership interest in the enterprise zone trade or business.

Enpl oyee Wage Credit

Certain disadvantaged individuals are allowed a credit for wages received froman
enterprise zone business. Public enployees are not eligible for the credit. The
anmount of the credit is 5% of “qualified wages,” defined as wages subject to
federal unenpl oynment insurance. For each dollar of inconme received by the

t axpayer in excess of qualified wages, the credit is reduced by nine cents. The
credit is not refundable and cannot be carried forward. The anount of the credit
is limted to the ambunt of tax that would be inposed on incone from enpl oynent
in the enterprise zone, conputed as though that incone represented the taxpayer’s
entire taxable incone.

Apportioni ng

For busi nesses operating inside and outside an enterprise zone, the anount of
credit or net operating | oss deduction that may be clainmed is limted by the

anount of tax on income attributable to the enterprise zone. Incone is first
apportioned to California using the same formula as that used by all businesses
that operate inside and outside the state (property, payroll, a doubl e-wei ghted

sales factor). This inconme is further apportioned to the enterprise zone using a
two-factor forrmula based on the property and payroll of the business.



